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Hundreds of Michiganians contributed to this report. Their ideas and insights greatly shaped our
recommendations. There are six individuals who made huge contributions to the development of this

report:

Steve Hamp (then President of The Henry Ford) was a member of our Leadership Council for most of this

project. His ideas and perspective were, as always, enormously helpful to us.

Don Grimes of the Institute of Labor and Industrial Relations at the University of Michigan and Doug
Drake of Public Policy Associates served as project staff. They did their usual terrific job in collecting

and analyzing data as well as offering their insights on the content of the report.

Benita Melton of the Charles Stewart Mott Foundation was not only their program officer for this project,

but participated fully in the development of the report.

James Duderstadt, President Emeritus of the University of Michigan, and Mark Murray, President of
Grand Valley State University, provided guidance throughout the project and were particularly helpful in

the development of the policy agenda.
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Executive Summary

Michigan’s economy is reeling from an unprecedented six consecutive years of declining employment—
maybe most worrisome, the past three years during a national economic expansion. There is widespread

concern that what comes next will not be as good as what has been lost.

The need for a new agenda is clear. At Michigan Future, Inc. we have come to believe that Michigan’s
decline is caused, in large part, because Michigan—its citizens, enterprises, and communities—has been
slow to adapt to a rapidly changing global economy. Today, leading-edge communities are leaving behind
the Industrial Age. They are adapting quicker and better to a more knowledge-driven and entrepreneurial

economy: what New York Times columnist Thomas Friedman has labeled the “flat world.”

This report is designed to answer the question, “What really matters in better positioning Michigan and its

regions for success in a knowledge-driven and entrepreneurial economy?”

We started with a clean sheet. We didn’t assume that state and local policy was the answer. Nor did we

start with preconcetved notions of what the right answers are.
Our basic conclusions are:

1. Our answer to the question, “Where do we want to go from here?” is a high-prosperity Michigan, best
measured by a per capita income above the national average no matter how well the national economy
is faring. This is a status we enjoyed for most of the first 70 years of the past century. After more than
three decades of continuous decline compared with the nation, we are now consistently below the

national average in both upturns and downturns.

2. The only reliable path to a high-prosperity Michigan is to be concentrated in knowledge-based
enterprises. There is a clear pattern across the country that the states, and particularly metropolitan
areas, with the most successful economies are those that are concentrated in high-pay, knowledge-
based industries: information, financial services and insurance, professional and technical services,

and management of companies.

In the past, Michigan was able to flourish with an economic base concentrated in factories, farming,
and tourism. No more. In a flat world, these functions increasingly are either being done elsewhere or

they are lower-wage industries.

Michigan is lagging the nation mainly because of our slow growth in the dynamic, high-wage sectors
of the knowledge economy. That, combined with a still astonishingly high dependence on the now
uncompetitive domestic auto industry, means that we almost surely will continue to lag the nation for

the next several years.



3. Economies are regional. States and municipalities are political jurisdictions, they are not economic

units. State economies can best be understood as the sum of their regional economies.

4. What most distinguishes successful areas is their concentration of talent, where talent is defined as a
combination of knowledge, creativity, and entrepreneurship. Quite simply, in a knowledge-driven and

entrepreneurial economy, the places with the greatest concentrations of talent win.

Metropolitan areas without concentrations of talent will have great difficulty retaining or attracting
knowledge-based enterprises, nor are they likely to be the place where new knowledge-based

enterprises are created. So in a flat world. economic development priority 1 is to prepare, retain, and

attract talent.

Our agenda to help better position Michigan and its regions to succeed in a knowledge-driven economy is
centered on (1) developing a culture, and (2) making key public investments that are aimed at preparing,

retaining, and attracting talent.

First, we need to resist the pressure to try to save jobs and enterprises that are no longer competitive. Such
efforts are tilting at windmills (they won’t work) and, most important, they take time, energy, and

resources away from doing what is needed to succeed in a flat world.

For the past dozen years, Michigan has centered its economic development strategy on cutting taxes. It
didn’t work. And there is no evidence that it will work: the most successful areas around the United States

are not characterized by low taxes.

Instead, we believe the priority actions that can best position Michigan to succeed in the context of a flat

world are as follows:
Strategic Priority 1: Build a culture aligned with the flat world.

Culture trumps policy. Our expectations about the economy and how one constructs a good-paying career
are a big driver of how successful we will be in the future. Long-standing Michigan beliefs about the

economy are now impediments to our future success.

In a world where economic growth is driven by knowledge and innovation, the most successful regions

will be those which highly value:

* Learning. Instilling the love of learning may well be the most important foundation for economic

success in a world characterized by accelerating creative destruction of both Jobs and enterprises.

*  An entrepreneurial spirit. This is more than starting a business, although we need far more of that. It
is a community that stops thinking of employment as a long-term entitlement to a good job and starts

valuing competition and constant reinvention of one’s career.
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* Being welcoming to all. The places that do the best in attracting talent from anywhere on the planet
win. This means building a culture that condemns rather than tolerates discrimination and segregation,

as well as welcoming, with open arms, talented people from outside Michigan.
Strategic Priority 2: Invest in higher education first and foremost.

Our higher education institutions, both universities and community colleges, are the most important assets
we have in developing the concentration of talent we need to be successful in a knowledge-based

economy. This is particularly true of our major research universities.
We propose a dramatic new structure for state support of hi gher education built around three principles:

* Institutional independence (autonomy) at public universities and community colleges.

* Rather than funding institutions, state higher education funds should g0 to students—no matter where

they come from.
* Provide a substantial state match for federal research funding.
Strategic Priority 3: Build regions that are attractive places to live.

The most successful regions across the country are those where both the suburbs and central cities are
prospering. Our framework for developing metropolitan areas that are attractive places to live for talented

individuals:

*  Create vibrant central city neighborhoods that offer something different from the suburbs,
neighborhoods characterized by an active street life: safe, with high densities, a mix of residential and

commercial uses, an active arts and entertainment scene and a walkable environment.

*  Provide a quality infrastructure throughout our metropolitan areas. Traditionally this has meant
physical infrastructure such as transportation, water, and sewer. These are still important, but it may
turn out in a knowledge economy that the elements of infrastructure that matter most are (1) advanced
connections to the Internet; (2) international airports;—both for their connections to the global
economy—and (3) green infrastructure (system of open spaces) as a key amenity in retaining and

attracting talent.
Strategic Priority 4: Attract export-based business investment.
Our framework for how best to attract export-based business investments:

*  Business taxes should be easily understood and have the broadest base and lowest rate possible to raise

needed revenues.

* Regulations should be minimized so as to encourage competition and innovation. This can and should

be done without reducing worker or environmental protections.
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*  Stay away from government deciding on industries of the future to invest in.
Strategic Priority 5: Align K-12 education with a knowledge-driven economy.

There are no shortcuts. We are going to have to do the hard work to develop a quality flat-world K-12
system. We need to develop educators, from superintendents to classroom teachers, who are thoroughly
grounded in the realities of the flat world. And we need to give them the ability to experiment and
innovate to help all students develop a love of learning and the academic and soft skills that are required

to succeed in the flat world.
Strategic Priority 6: New leadership.

It’s inconceivable to us that the big changes we are recommending can happen without strong civic and
business (and ultimately political) leadership. If this project is going to avoid just sitting on the shelf,
there needs to be some group with clout that takes ownership of this agenda. It is an essential ingredient in

our future economic success.

Given that so much of what needs to be done is regional, new leadership should be organized on a
metropolitan area basis with the groups networked together for state action. The most likely place to start
building a new leadership is with leaders of those enterprises that are competing nationally or, better yet,
internationally for talent. They are the enterprises who care most about our ability to prepare, retain, and

attract talent.

We at Michigan Future, Inc. have made a long-term commitment to this effort. We are going to work hard
at sharing our ideas with Michiganians—particularly those in leadership positions. Our initial goal is to
change the public conversation in Michigan: switching to a discussion about how we do well in the
economy of the future, rather than what we can do to save the past, or even worse, who is to blame for the
decline of the old economy. In the longer term, we will try to be a catalyst for the formation of the kind of

regional leadership structure we think is vital for our ultimate success.

We are willing to make this commitment because we know the payoff from success is huge. As scary and
difficult as this change is, the evidence is that, just as it was a century ago, if Michigan is successful in
making this transition we can become once again a place where if you are smart and willing to work hard,
most Michiganians can and will earn a good income to raise a family and pass on a better opportunity to

their children.
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1. A New Michigan

Michigan’s economy is reeling from an unprecedented six consecutive years of declining employment—
maybe most worrisome, the past three years during a national economic expansion. There is widespread

concern that what comes next will not be as good as what has been lost.
There is good reason to be worried.

The current downturn is largely structural, not cyclical. The jobs and enterprises that have been lost are
likely gone forever. And it is clear that there are more losses coming in the next few years. Nor is the
current downturn something new. For more than three decades, Michigan has grown slower than the

nation. We are no longer a leading-edge community.

Clearly, how to revive the Michigan economy is Topic A in our state today. We believe the need for a
new agenda is clear. At Michigan Future, Inc. we have come to believe that Michigan’s decline is caused,
in large part, because Michigan—its citizens, enterprises and communities—has been slow to adapt to a
rapidly changing global economy. Today, leading-edge communities are leaving behind the Industrial
Age for a more knowledge-driven and entrepreneurial economy. They seem to be adapting quicker and

better to the requirements of a new economy.

It is clear to us that the only way to reverse these trends is to let go of the past—no matter how good it
was to us—and embrace the future: a future where successful communities will be far more knowledge-

driven and entrepreneurial.

This report is designed to answer the question, “What really matters in better positioning Michigan and its

regions for success in a knowledge-driven and entrepreneurial economy?”

We started with a clean sheet. We didn’t assume that state and local policy was the answer. Nor did we
start with preconceived notions of what the right answers are. Rather, we identified the most successful
areas in the country and tried to figure out what distinguished them from us, what assets we most needed
to nurture here. We read a lot, collected a lot of data, and talked extensively with thought leaders from

around Michigan.

We believe this “go where our findings take us approach” paid off. It forced us to question many of our
assumptions about how public policy and civic leadership can best spur economic growth. As you will
see, the conclusions we have reached differ greatly from those that dominate the public conversation in

Michigan today as well as the policy ideas that are currently being debated in Lansing.
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The Flat World

The title of this report is “A New Agenda for a New Michigan.” In many ways it is the latter concept—
the need for a new Michigan—that is most important. Unless our actions are grounded in the realities of
the emerging global economy, there is little chance Michigan will get on a path that leads to a prosperous

Michigan.

Two mega forces—technology and globalization—are driving a fundamental transformation of the
economy. The changes we are going through are as basic and dislocating as the change when we left

farms and craft production to move to cities and mass production factories a century ago.

New York Times columnist Thomas Friedman has labeled this new era the “flat world.” Flat because,
increasingly, work can be done anywhere on the planet. The flat world is restructuring economic
possibilities across the globe. In advanced economies, like the United States, work—particularly higher-
wage jobs—increasingly involves knowledge, creativity, and innovation. Many routine/repetitive

functions can be done by machines or lower-wage workers in developing countries.

As we will explore later, knowledge-based industries—where work is done in offices, schools, and
hospitals—now account for 43% of American jobs and have increased in employment by 32% since
1990. Manufacturing—work done in factories—by contrast, now accounts for a little more than 10% of
American jobs and has suffered employment declines of 19% since 1990. It is clear that American

economic success in a flat world will be driven by knowledge-based enterprises.

Along with the transition to a knowledge-driven economy, the other major feature of the flat world
economy is constant change. Globalization and digital technologies have led to big changes in the

economy. There is far more to come!

We are at the early stages of globalization and technology-driven change. It is inevitable that an ever-
increasing number of residents of developing nations like China and India will migrate from competing
with us mainly in low-skill jobs to being competitive in high-skill industries and jobs. It is also inevitable
that technology (information, bio, and nano) will allow advanced machines to do more of the work that
humans now do as well as enable the creation of whole new products and industries that will reduce, if

not eliminate, demand for some of today’s goods and services.

This all adds up to a world where the gales of creative destruction blow stronger and faster. The forces of
trade and technology are so powerful that competitive advantage can disappear rapidly. For enterprises,
the key to success, in all industries. will be innovation. Leading-edge enterprises—whether in well-

established industries such as our motor vehicle and office furniture mainstays, or in emerging sectors,
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such as information technology and the life sciences—will be those that are constantly conceiving,

designing, and commercializing new products and services.

These same forces also make the path to success more unpredictable for workers. For almost all of us, the
unpleasant new reality is that the enterprise you work for, the job you have, and even your occupation,

offer less security than ever before.

People will do well based on their ability to be continuous learners. Past guarantors of a good income—
your college degree, seniority, unions, etc.—are of declining value. The only reliable employment
security you will have is your current skills compared with those around the globe competing for the same

job.

It is also clear in a world of constant change that states and communities can no longer assume that their
most important enterprises will be permanent mainstays. In a global economy increasingly characterized
by rapid and discontinuous change, successful individuals, enterprises, and communities will need to be

agile: able to let go of what is no longer working and embrace—or better yet, create—the next wave.

This, of course, is the role Michigan played at the beginning of the Industrial Age. Because we embraced
the new—and left behind the old—quicker than anyone else, we became one of the leading-edge

communities in the world for the first half of the twentieth century.

Once again, success is tied to letting go of the old and embracing the new. But embracing a profound
transition seems to be particularly difficult for Michigan. We seem to be having trouble even having a
public conversation about what a successful New Economy Michigan might look like. Our civic agenda
seems to be dominated far more by efforts to preserve our Industrial Age legacies, rather than embracing

the future.

But change we must. The long-term trends have lasted so long and Michigan’s decline, compared with the
nation, is so steep that it is unrealistic to think that incremental changes can reposition Michigan as a
leading-edge community. Michigan needs to get on a new path if we are to succeed in the knowledge-

driven and entrepreneurial economy of the future.

We are not naive. We know that, just as in the Industrial Age, not all of us will be economic winners. We
understand that for many Michiganians the transition to a flat world means a reduction in their standard of
living. Some will lose their job. Others, who keep their job, will see their wages reduced. Some who lose
their job will have a hard time finding a new job, and many will only find new jobs that pay less. A lot of
us will have our employer provided health care reduced or eliminated. Most of us will have less job

security.
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But the flat world is a reality. The forces of technology and globalization trump policy and politics. State
and local policy makers have no levers to shape the flat world. At the national level, policy makers have
levers (principally trade and currency policy) that can tilt the playing field more to America’s advantage,

but they cannot stop the transition to the flat world.

Rather than trying to resist, our preference would be to focus policy on providing Americans with the
resources that would greatly enhance their chances to succeed in the flat world. At the top of our list
would be a national system that provides universal access to lifelong learning, along with a national
commitment to substantial federal funding for new knowledge creation (basic research) so as to continue

America’s leadership as the place where what comes next is invented.
Our Goal: A High-Prosperity Michigan
Let’s turn our attention to how to revive the Michigan economy in the context of the flat world.

We started with the question, “Where do we want to go from here?” Our answer: a high-prosperity
Michigan. This is best measured by a per capita income above the national average no matter how well
the national economy is faring. This is a status we enjoyed for most of the first 70 years of the past
century. After more than three decades of continuous decline compared with the nation, we are now

consistently below the national average in both upturns and downturns.

We use per capita income as our metric of economic well-being because it is the most comprehensive and
reliable estimate of income of a community’s residents. It includes all wage, dividend, self-employment,
and interest income as well as transfer payments. It also includes employer and government payments for
health care and retirement. It does not include capital gains. (The data are compiled by the U.S.

Department of Commerce, Bureau of Economic Analysis.)

We found that the only reliable path to a high-prosperity Michigan is to be concentrated in knowledge-
based enterprises. There is a clear pattern across the country that the states, and particularly metropolitan
areas, with the most successful economies are those that are concentrated in high-pay, knowledge-based

industries.

States and metropolitan areas concentrated in manufacturing or natural resource-based industries will
almost surely not be high-prosperity communities. In the past, Michigan was able to flourish with an
economic base concentrated in factories, farming, and tourism. No more. In a flat world, these functions
increasingly are either being done by advanced machines or being transferred overseas, or they are lower-
wage industries. They will continue to be important parts of the Michigan economy, but they are not

where high-wage employment growth will come from.



Before we explore data, we should define what we mean by manufacturing. In our conversations about
the manufacturing industry we tend to use two definitions, one related specifically to factory work, the
other to all aspects of a goods-producing company. For this report, manufacturing refers specifically to
work done in factories, making products. This is the definition of manufacturing in the nation’s new

industrial classification system.

Workers in management as well as pre- and post-production occupations in such important Michigan
industries as motor vehicles, office furniture, chemicals, and pharmaceuticals are no longer considered

part of the manufacturing industry. They are now accounted for in the knowledge-based industries,

primarily in management of companies and professional and technical services. In fact, the knowledge
parts of these industries—particularly motor vehicles—are the core of the knowledge economy in

Michigan today. They are major assets in our future growth.

In Table 1 we compare employment growth by industry for Michigan and the nation. We use 1990 as our

base year because we want to explore long term structural—rather than cychlical—trends.

Perhaps most surprising, Table | shows that Michigan's slower job growth is not caused by the loss of
manufacturing jobs. The entire country is losing manufacturing jobs. Since 1990, manufacturing

employment has declined both nationally and in Michigan by around 19%.

It is in the nonmanufacturing industries that Michigan is lagging the nation, especially in the dynamic,
middle- and high-wage knowledge-based industries. These industries now account nationally for 43% of
all jobs. They have seen employment growth nationally of nearly 32% compared with 17% in Michigan.
If Michigan’s knowledge-based industries had grown at the same rate as the country, there would be

223,000 more Michiganians working today in this growing, good-paying sector of the economy.

In Table 2 we focus on the industries that we believe best explain why Michigan’s economy is lagging the
nation: motor vehicle and parts manufacturing; other manufacturing, and high-pay, knowledge-based
services. The latter include the industries with the highest average pay nationally: information, finance
and insurance, professional and technical services, and management of companies. In addition to high
pay, companies in these industries compete in global markets and require many high-skilled workers.

These are the industries that we believe are the major growth engines of the post-industrial economy.

Table 2 includes data on location quotients. The location quotient is a measure of the concentration of an
industry in a community as compared with its concentration in the United States. A location quotient of
one means that the industry claims an equal share of employment locally as nationally. More than one

means a higher share and less than one means a lower share.
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As the data clearly indicate, what distinguishes Michigan most from successful state and regional
economies is Its astonishingly high concentration in one industry: motor vehicles and parts
manufacturing. Non-automotive manufacturing in Michigan is basically in line with the nation. So it
is the domestic automotive manufacturing industry—an industry that is in deep trouble today—that

is the primary reason Michigan's economy lags the nation today.

This is not unique to Michigan. State and regional economies either lead or lag the nation in large
part dependent on how well their dominant industries are performing. Consider, for instance,

Colorado and Texas in the energy downturn in the eighties and California in the defense industry
downturn in the early nineties. So it is industry mix, not state and local policies, that best explains

relative performance.

Maybe most worrisome is the wage premium of nearly $18,000 that Michigan motor vehicle and
parts manufacturing workers enjoy today compared with their counterparts in the rest of the nation.

In a highly competitive global economy, this wage premium is not sustainable.

Not only are automotive sector wages here substantially higher than in the industry nationally, but
they also are more than $7,000 higher than the average wage in Michigan’s high-pay, knowledge-
based industries. In the rest of the country, automotive sector manufacturing workers earn nearly
$14,000 less than workers in high-pay, knowledge-based industries. This is an impediment for

Michigan in making the necessary transition to a knowledge-driven and entrepreneurial economy.

The combination of being (1) under-concentrated and growing less than half as fast as the nation in
high-pay, knowledge-based industries, and (2) highly dependent on the now uncompetitive domestic
auto industry, means that Michigan almost surely will continue to lag the nation for the next several

years.
Characteristics of High Prosperity Communities

Economies are regional. States and municipalities are political jurisdictions, they are not economic

units. State economies can best be understood as the sum of their regional economies.

That economies are regional can be best seen by looking at the wide variation in economic success
of metropolitan areas within the same state (and some that actually spill over into surrounding
states). Almost all states are characterized by regions that are doing well economically and those

that aren’t. Regions within states also tend to have widely different sector concentrations.
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What distinguishes prosperous regions from those that aren’t is what they sell to outsiders, largely
what they export (but also including tourists, retirees, students, and medical patients who come from

elsewhere and buy goods and services in a region).

So when it comes to economic growth, all enterprises are not equal. Those businesses that produce
goods and services for the national, or better yet global, marketplace are the ones that bring wealth
into the region. Thus, export-oriented businesses generate income that increases revenue to those

enterprises that serve local needs.

Table 3 presents data on the top ten metropolitan areas in the country with a population of at Jeast
one million, as well as metropolitan Detroit and Grand Rapids. (The data we collected on all

metropolitan areas with a popu]étion of one million or more is in Appendix A.)

The data clearly show that high-prosperity metropolitan areas are characterized by high concentrations in
high-pay, knowledge-based industries as well as a high proportion of adults with four-year degrees. All of
the top ten are above—many substantially above—the national average in both metrics. Simply put, they

are further along in the transition to a post-industrial economy than Michigan’s largest regions.

On a more positive note, although lagging the leading-edge metropolitan areas, the nine-county Detroit
region has performed reasonably well. Despite our economic troubles, the region ranks 14th out of 54
regions with a population of one million or more in per capita income. In addition, metropolitan Detroit
has experienced above-average per capita income growth since 1990 and is about at the national average
in share of employment earnings from high-pay, knowledge-based industries. On the other hand, the
seven-country Grand Rapids region is lagging the nation’s large metropolitan areas on all metrics. Maybe

most worrisome is its dramatic under-concentration in high-pay, knowledge-based industries.



Table 3: Metro Areas with Population over 1 million and Highest Personal Income Per Capita in 2004;
plus Detroit and Grand Rapids ’

Share of Earnings 2004 Population
Personal Growth in High-Pay, Aged 25 or
Income Personal Knowledge- More
Population  Per Capita - Income Based Bachelor’s
Area 2004 2004 1990-2004  Manufacturing Industries or More
United States 293,656,842 $33,050 69.7% 12.9% 22.4% 24.4%
San Jose-San Francisco-
Oakland, CA (CSA) 7,148,000 $46,926 81.7% 15.1% 31.7% 37.3%
Washington-Baltimore-
Northern Virginia, DC-
MD-VA-WV (CSA) 8,050,560 $43,664 76.2% 3.9% 29.7% 37.1%
Boston-Worcester-
Manchester, MA-NH
(CSA) 5,802,063 $43,664 83.7% 12.0% 32.2% 34.4%
New York-Newark-
Bridgeport, NY-NJ-CT-PA
(CSA) 21,899,042 $43,428 65.2% 7.3% 37.6% 30.5%
Denver-Aurora-Boulder,
CO (CSA) 2,605,861 $41,229 88.6% 7.9% 32.6% 35.5%
Seattle-Tacoma-Olympia,
WA (CSA) 3,766.678 $40,081 82.9% 12.0% 25.7% 32.0%
Hartford-West Hartford-
Willimantic, CT (CSA) 1,297,440 $39.918 61.8% 15.4% 29.9% 29.8%
Minneapolis-St. Paul-St.
Cloud, MN-WI (CSA) 3,434,066 $39,796 80.2% 15.2% 27.0% 33.3%
Philadelphia-Camden-
Vineland, PA-NJ-DE-MD
(CSA) 5,949,976 $38,475 72.8% 11.6% 26.9% 26.9%
San Diego-Carlsbad-San
Marcos, CA (MSA) 2,935,190 $37,965 82.1% 9.9% 24.1% 29.5%
Detroit-Warren-Flint, Ml
(CSA) 5,424,253 $35,955 71.2% 21.6% 22.8% 23.7%
Grand Rapids-Wyoming-
Holland, MI (CSA) 1,305,498 $29,546 67.5% 29.5% 13.6% 22.5%

Note: Data on educational attainment are from the 2000 Census, and use the 1990s metro area definitions. The income
and earnings data are from the Bureau of Economic Analysis (REIS), May 2006, and include all income,
including self-employment income.

R R Y YR YRR RN R R R R R RRRRRRRRR RS
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In a flat world where more and more work can be anyplace, many have predicted an economic resurgence
in smaller metropolitan areas and even rural areas. The pattern as shown in Table 4 is the opposite: big

metropolitan areas are where high-pay, knowledge-based industries and knowledge workers are

concentrating.

Table 4: Economic Performance by Size of Metropolitan Area (Metrics are unweighted averages for size

category)
Share of Earnings 2004
Population
Personal Income High-Pay, Aged 25 or
Per Capita Knowledge- More
Population Growth Based Bachelor’s
Area Name 2004 2004 1990-2004  Manufacturing Industries or More
United States 293,656,842  $33,050 69.7% 12.93% 22.41% 24.4%
Metro areas with a
population of:
6,000,000 or more 12,837,823  $40,843 68.3% 10.33% 30.51% 31.6%
3,000,000 to
6,000,000 4,977,292 $36,827 72.8% 12.40% 24.83% 28.5%
2,000,000 to
3,000,000 2,477,279  $34,708 73.1% 12.84% 23.20% 26.5%
1,500,000 to
2,000,000 1,784,517  $32,410 74.6% 11.74% 20.39% 24.7%
1,000,000 to
1,500,000 1,257,230 $31,752 69.7% 15.59% 18.65% 25.5%
500,000 to 1,000,000 656,083  $29,556 68.4% 13.59% 15.85% 23.6%

Note: Data on educational attainment are from the 2000 Census, and use the 1990s metro area definitions. The
income and earnings data are from the Bureau of Economic Analysis (REIS), May 2006, and include all
income, mcluding self-employment income.

So metropolitan Detroit, and to a lesser degree, metropolitan Grand Rapids, are highly likely to be the
main drivers of a prosperous Michigan. In fact, it is hard to imagine a high-prosperity Michigan without

an even higher-prosperity metropolitan Detroit.

We wanted to learn more about what the economies of successful metropolitan areas look like. We
decided that the most relevant regions for Michigan were those in the nation’s heartland. So we collected
detailed information by industry for metropolitan Minneapolis and Chicago to compare with metropolitan
Detroit. We chose metropolitan Omaha, because its population is smaller, to compare with metropolitan
Grand Rapids. Metropolitan Omaha, with a population of a little more than 800,000, has a strong
economy with a per capita income of $35,798, and as we will see, a high concentration in high-pay,
knowledge-based industries. (The employment by industry data we collected for the five regions and

Michigan are presented in Appendix B. Location quotient data is in Appendix C.)
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In Table 5 we present data on our key export-based industries for each of the five metropolitan areas.
Once again we see the heavy dependence on automotive vehicle and parts manufacturing in both of

Michigan’s largest regions. For metropolitan Grand Rapids, that extends to other manufacturing as well.

Table 5: Location Quotients for Key Export-Oriented Industries in Selected Metro Areas, 2004
Location Quotients, 2004

Detroit _ Chicago  Minneapolis Grand Rapids Omaha

Automobile, light truck, & parts mfg. 9.65 0.59 0.22 6.04 0.06
Manufacturing except autos & parts 0.76 111 1.22 1.85 0.79
High-pay, knowledge-based services 1.14 1.21 1.28 0.69 1.27
Information 0.74 1.09 1.05 0.56 1.24
Finance and insurance 0.85 1.27 1.36 0.75 1.52
Professional and technical services 1.46 1.23 1.02 0.63 0.94
Management of companies 1.58 119 244 091 1.87

Source: Bureau of Labor Statistics, Covered Employment and Wages series. Includes both private and government
employment, missing data estimated by authors.

What characterizes each of our three comparison regions is their concentration in all four of our high-pay,
knowledge-based indusiries. They are broadly diversified across the knowledge part of the economy. In

fact, the industry detail in Appendix C reveals that they are diversified across a broad range of industries.

The Appendix C data also show that our three successful heartland regions are, by and large, not
concentrated in enterprises commercializing new technologies. Enterprises commercializing new
technologies are vitally important to the nation’s competitiveness, but they are not necessarily the key to a

region’s success.
A declining middle class?

There is great concern that the trends we have explored suggest that the days of a mass middle class in
America are coming to an end. That concem is particularly strong here, where so many in our middle

class have been high-paid factory workers.

There is a widespread belief that those who own or lead enterprises, the most talented athletes and
entertainers, and those with advanced degrees will be the winners, while the rest of us see a declining

standard of living.

To us, far more likely is a change in the nature of good-paying jobs, not their decline. In a knowledge-
based economy, middle-class employment in the future will come primarily in the high-skilled industries
of Table 1. These industries—where work is done in offices, schools, and hospitals—will continue to

grow and provide lots of good-paying career opportunities.



Clearly, many of these jobs require a four-year degree or more. A four-year degree—even better, an
advanced degree—is the most reliable path to a good-paying career. But lots of jobs that pay well will

remain for those without a four-year degree.

There will continue to be good-paying job opportunities for skilled front-line workers in construction,
transportation, utilities and, yes, manufacturing. (A reasonable projection is that a decade from now,
factory workers will make up about 10% of the Michigan workforce.) What is likely true for all these
traditional good-paying occupations is that skill requirements will go up and the top pay—particularly for

unionized workers—will be lower.

There also will be a growing demand for skilled technicians in many of the knowledge-based industries—
particularly health care and information. You can best see the great variety of good-paying occupations
for those without a four-year degree at our community colleges and universities that offer both two- and
four-year degrees. They offer certificates and two-year degrees in hundreds of occupations. As the

economy evolves, they will offer other such programs in occupations that we can’t even imagine today.

This is consistent with America’s past. As the American economy has evolved, the nature of good-paying

work has changed. But the pattern is that as we get more productive, our per capita income goes up.

As the Federal Reserve Bank of Dallas wrote in its 2003 annual report (available at

http://www.dallasfed.org/fed/annual/2003/ar03.pdf):

The work we do has evolved in response to economic progress. Advances in technology create tools
capable of doing tasks better or cheaper than human beings. As machines make some talents obsolete,
people move on to jobs that use others. In this way, workers move upward over time 10 jobs demanding
more sophisticated talents. In the past decade, the United States saw employment declines in jobs
requiring muscle power, manual dexterity and formulaic intelligence. The nation has added jobs that use

analytic reasoning, imagination and creativity, and people skills.

Our conclusion: There will be lots of good-paying jobs in the future. To take advantage of those
employment opportunities we will need to be agile and continuous learners. But if we are, we will enjoy a

rising standard of living.

Let’s now explore how Michigan becomes a place with lots of these good-paying career opportunities.
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II. A New Agenda
Talent Matters Most

We set out to answer the question, “What really matters in better positioning Michigan and its regions for

success in a knowledge-driven and entrepreneurial economy?” Our answer: Talent!

What most distinguishes successful areas from Michigan is their concentrations of talent, where talent is
defined as a combination of knowledge, creativity, and entrepreneurship. Quite simply, in a knowledge-
driven and entrepreneurial economy, the places with the greatest concentrations of talent win. Regions
without concentrations of talent will have great difficulty retaining or attracting knowledge-based

enterprises, nor are they likely to be where new knowledge-based enterprises are created.
Rich Karlgaard, publisher of Forbes magazine, summed it up best:

Best place to make a future Forbes 400 fortune? Start with this proposition: The most valuable natural
resource in the 21st century is brains. Smart people tend to be mobile. Watch where they go! Because

where they go, robust economic activity will follow.

Where talent chooses to live will have a huge impact on regional economies. This is an area where
Michigan is struggling. The Census Bureau reports that in 2004, of adults 25 years and over, 24.6% of

Michiganians have a four-year degree or more compared with 27.0% nationally. We rank 31st.

Maybe more worrisome, the Census Bureau also reports that between 1995 and 2000, Michigan had the
third-largest outmigration of the young, single, and college-educated (ahead of only Pennsylvania and
Ohio). And this is the period in which Michigan had its strongest economy in the post-war era and one of

the lowest unemployment rates in the nation.

So in a flat world, economic development priority 1 is to prepare, retain and attract talent. This new focus

on talent requires a rethinking of our entire strategy for growing the Michigan economy.

First we need to learn far more about why talented people choose to live in Michigan or not. Universities
should collect and share information about where their graduates choose to locate after graduation and
why. It would be very helpful if employers who recruit talent nationally or internationally would do the

same.

We now turn to our ideas on a new agenda: the priority actions we believe can best position Michigan to

succeed in the context of a flat world.



Our goal is to (1) identify those action items we believe will have the greatest impact on recreating a
high-prosperity Michigan, and (2) lay out a framework for action, not the details. More than anything else
we want to begin a new public conversation in Michigan about how we can revive the Michigan

economy, a conversation that is centered on preparing, retaining, and attracting talent.
Strategic Priority 1: Build a culture aligned with the flat world.

We have come to believe that culture trumps policy. What most underpins economically successful
regions is their culture, not state and local policy. What matters most is the attitudes and beliefs of citizens

about how to get ahead in a world of constant change.

Our expectations about the economy and how one constructs a good-paying career are a big driver of how
successful we will be in the future. The stories we tell each other, and most important, our children, about
how to do well economically matter because they guide action. We need today’s stories to be aligned with

the realities of the flat world.

Long-standing Michigan beliefs about the economy are now impediments to our future success. We
operate against a substantial headwind unless we change our expectations about (1) the ability to get a
good job without post-secondary education and (2) being entitled to a secure job with good pay and

benefits, as long as you do a good job, whether your employer is successful or not.

In a world where economic growth is driven by knowledge and innovation, the most successful regions
will be those which highly value learning, an entrepreneurial spirit, and being welcoming to all. The

evidence is that Michigan is having trouble with all three.
Learning

The evidence is clear: the most reliable path to economic success is post-secondary education. Those with
at least a four-year degree are earning a higher premium today than ever before. As we have seen, there
are now, and will be in the future, good-paying jobs that don’t require a four-year degree. But most will

require, at a minimum, the equivalent of a community college occupational certificate or two-year degree.

Add to that the increased need to constantly learn new skills in a world characterized by accelerating
creative destruction of both jobs and enterprises. This means that instilling the love of learning may well

be the most important foundation for economic success.

But there is disturbing polling data suggesting that too many Michigan parents believe that post-
secondary education is not a top priority. For many Michigan households that worked in the past, so

valuing learning wasn’t an economic necessity. No longer!
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Entreprencurial spirit

This is more than starting a business, although we need far more of that. It is a community that stops
thinking of employment as a long-term entitlement to a good job. Rather, it is a community that celebrates
an entrepreneurial mindset characterized by a driving ambition to create one’s own successful career; a

willingness to take risks; and an unyielding pursuit of opportunity, possibility, and hope.

At the turn of the last century, Michigan was a hothouse of entrepreneurship. New enterprises that grew to
be great were started not just in autos, but also in cereal, furniture, pharmaceuticals, and chemicals. We
were the place where the new was being invented. That burst of entrepreneurship propelled us to be one

of the most prosperous communities on the planet.

There is a real concern that an entrepreneurial spirit is no longer a major component of the Michigan
DNA, that far too many of us have come to believe that the best path to prosperity is by working in a
stable job for a large enterprise. Too many of the most talented Michiganians (at least those who choose
to live here) prefer a high-paid job with an established enterprise to the possibilities of getting in on the

ground floor of potentially new, great enterprises.

Most of us will never start a new business, but increasingly we all need to be more entrepreneurial. In a
world of less secure jobs, we will not be well served if we believe that there is an entitlement to a good-

paying job.

The belief in an employment entitlement seems to run deepest amongst Michigan’s many unionized
workers. That belief is now an impediment to economic growth. In a flat world, employment entitlement
is gone. Today’s reality is that one’s job is dependent on whether the enterprise you work for is
successful. If your employer isn’t meeting the needs of customers better than its competitors, workers will
lose their jobs. And compensation is going to be set largely in the global marketplace, not at the

bargaining table.

In a flat world, successful careers are going to be much more ad hoc and nonlinear—requiring agility and
resourcefulness. We still describe career progression as climbing a ladder, the notion being that there are
known, linear steps that one takes to get increasingly better-paid work. This is increasingly the wrong

story.

Rather than ladder climbing, the way to get ahead in the future is going to look a lot more like rock
climbing. Rock climbing because successful careers are going to require the ability to constantly spot

opportunities and challenges and the ability to figure out how to make those opportunities and challenges
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work to your advantage. For most of us, there will no longer be a straight line up to a promotion. Rather,

we will have to be able to move sideways, sometimes down, in order to advance.

Being welcoming to all

The places that do the best in attracting talent from anywhere on the planet win. As Forbes magazine’s

Rick Karlgaard noted, where smart people choose to live, robust economic activity will follow.

Regions need to embrace everyone. We need to be welcoming to immigrants, people from all religions,
races, and ethnic groups and varied lifestyles. Leading-edge metropolitan areas are a tapestry of people

from all backgrounds. Tolerant attitudes and great diversity characterize successful regions across the

country.

Unfortunately in Michigan, we have a long way to go. As a state we remain one of the most segregated in
the country. Racial and ethnic conflicts among all groups are way too prevalent. When it comes to

immigration, we are, at best, ambivalent.

Most enduringly, black/white differences are a major barrier to making progress on a whole range of
important issues, particularly in southeast Michigan. In both Detroit and its suburbs, too many politicians

have found a formula for success is to play the race card.

This needs to change. We need to develop a culture that unambiguously celebrates diversity and nurtures
tolerance. This means both building a culture that condemns rather than tolerates discrimination and

segregation, as well as welcoming, with open arms, talented people from outside Michigan.

Leading an economic growth agenda with an emphasis on culture is just as new to us as it probably is to
you. It is not where we expected to end up when we began this project. So all of us together will have to

learn how communities can change culture.

What we know is that delivering a consistent, unambiguous message is important, as we have with
smoking, drunk driving, and seat belt usage. At the very least, we need to implement a long-term
campaign that regularly communicates the values of learning, an entrepreneurial spirit, and being

welcoming to all.

Another catalyst for cultural change appears to be folks moving into a community from outside. Those
from elsewhere bring with them different experiences and cultures. They also have no memory of old
fights that far too often get in the way of progress. As they settle into their new communities they infuse
into the local culture differing perspectives. There is every reason to believe that most newcomers to

Michigan will reinforce the values of learning. an entrepreneurial spirit, and being welcoming to all.
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Let’s turn our attention to public policy. We can’t emphasize enough that if you get state and local policy
right, but don’t have a culture aligned with a knowledge-driven economy. Michigan will continue to lag

the nation.

The instinct of many readers will be to emphasize what policy makers need to do to improve our
economy. But our research has led us to conclude that state and local policy is not nearly as important in
determining economic success as advocates from across the political spectrum believe. Far more
important—now and increasingly in the future—is the talent and entrepreneurship of people and the

inventiveness of export-based enterprises in each metropolitan area.

As we mentioned earlier, much of our research has been focused on answering the question of what
distinguishes successful metropolitan areas from us. Somewhat surprisingly, we found an absence of clear
patterns in the kind of policies-or civic initiatives that distinguish successful regions from Michigan. What
distinguishes them from us is predominantly (1) industry mix (more concentrated in knowledge-based

industries) and (2) a higher proportion of adults with four-year degrees or more.

That said, there is a policy agenda we think can help better position Michigan and its regions to succeed
in a knowledge-driven economy. Maybe most important is to resist the pressure to try to save jobs and
enterprises that are no longer competitive. Such efforts are tilting at windmills (they won’t work) and,
most important, they take time, energy, and resources away from doing what is needed to succeed in the

flat world.
The role of taxes

For the past dozen years, Michigan has centered its economic development strategy on cutting taxes. The
tax cuts of the past dozen years successfully moved Michigan from higher to lower tax burdens than the
national average. But, contrary to the promises of the tax cutters, lower taxes have been accompanied by

economic growth slower than the nation.

In 2002 the Michigan Chamber of Commerce (through its foundation) published a report that compared
Michigan’s taxes with those of the other states. Using 1999 data, the study showed that Michigan taxes
were above the national average. We find it to be a high quality and objective study. (The report can be

found at http://www.michamberAcom/nr/studies/TaxClimate.pdﬂ

They measured combined state and local taxes on three metrics: taxes per capita, taxes as a percentage of
personal income, and taxes per worker. We agree with them that combined state and local taxes are the
best measure of a state’s tax burden. It is the only way to do an apples-to-apples comparison given the

large differences among states on the division of funding responsibility between the state and local units
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of government. In Michigan’s case, it is the only way to compare taxes pre- and post-Proposal A, when
we dramatically changed funding responsibilities.

In Appendix D we provide the results of our update of the Chamber study using the same methodology.

We have added economic performance data for each of the states to the tax data. We use 1993 as our base

year because it is the year prior to Proposal A, which is the start of the era of tax cutting for economic
development in Michigan. We use 2002 tax data because they are the latest available. Given that
Michigan, almost alone amongst the states, has continued to cut its major taxes, we are confident that

when the 2004 data are released our conclusions will remain the same.

Table 6 shows that Michigan is now below the national average on all three metrics. The tax cuts were

successful in bringing Michigan's tax burden from above to below the national average. But Table 7
shows that the tax cuts did not work as an economic development strategy. Moving from above the
national average to below has been accompanied by economic growth substantially slower than the

pation.

Table 6: Comparison of Tax Burden Per Capita, Per Employee, and as a Percentage of Personal Income

Change Rank
2002 1993 1993 to 2002 2002
Taxes per capita
United States $3,142 $2,286 NA NA
Michigan -$90 +$61 ~7.41% 23
Taxes per employed resident
United States $6,631 $4.942 NA NA
Michigan -$157 +$190 -8.02% 18
Taxes as a percentage of personal income
United States 10.20% 10.71% NA NA
Michigan -0.10% +0.40% -0.50% 26

Source: Michigan Future Inc., using data from the Census Bureau, the U.S. Department of Labor, and the
Bureau of Economic Analysis.

Table 7: Comparison of the Economic Performance of Michigan and the United States
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Share of Gross
Per Capita Residents State Product
Personal Income Employed High-Pay, Population
Change Change Knowledge- Aged 25 or More
Compared with Compared with Based Bachelor’s
u.s. U.S. Industries or More
1993 to 1993 to
2005 2005 Rank 2005 Rank 2004 Rank 2004 Rank
United States $34,586 NA NA 1785% NA  21.65% NA 27.0%  NA
Michigan $33,116  -5.29% 46 -8.93% 44 18.91% 25 24.6% 31

Source: Michigan Future Inc. using U.S. Department of Labor, Bureau of Economic Analysis, and Census
Bureau data.
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There is no evidence that tax cutting will ever work as an economic growth strategy. As you can see in
Table 8, we found that the states that are above the national average in both per capita income and share
of employment earnings from high-pay, knowledge-based industries are not characterized by low taxes. If

anything they tend to be more high-tax than low.

In Table 9 we present data for the six states that are in the bottom ten on each of the three tax metrics. The
data show that the states with the lowest taxes are almost all below the national average in per capita
income; share of employment earnings from hi gh-pay, knowledge-based industries; and proportion of
adults with a four-year degree or more. They are not now—and are highly unlikely to be in the future—

high-prosperity states.

In a recent presentation to the National Conference of State Legislatures, Microsoft Chairman Bill Gates

made the essential point that in a knowledge economy, state and local taxes do not drive growth:

The industries that I think about the most, information technology and biological industries, they are Jar
more sensitive to the quality of talent in a location than they are to the tax policies. If vou say, okay,
where in the United States did jobs around information technology grow up disproportionately, well,
California would be number one, and not because they have the most friendly tax policies compared to
other states. This state [Washington] would be strong, Microsoft distorted that a little bit, but again it

wasn 't based on any particular tax policy. And so those things, you can go overboard on those things.

(The Gates NCSL presentation is available at: http://www.microsoft.com/billgates/speeches/2005/08-

17ncsl.asp)

Everyone would like Mississippi’s taxes and Minnesota’s economy. Unfortunately, there is no state in the
nation that has both. So if we want to reach our goal of being a high-prosperity state, we need a new
policy agenda, one that is centered on key public investments that are aimed at preparing, retaining, and

attracting talent.

We investigated state and local spending, just as we did taxes. The data are 2002 Census Bureau data as
well. Once again we found the absence of a consistent pattern in spending among high-prosperity states.
In fact, when it comes to state and local policies that advocates on all sides of the political spectrum claim
are key to economic growth, we found far more variation than commonality among the leading-edge

states.

So, rather than lessons learned from successful states, in constructing our policy recommendations we
have been guided most by our insights and experiences on what assets we have to build from and what

actions will have the greatest impact on our goal of preparing, retaining, and attracting talent.
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Strategic Priority 2: Invest in higher education first and foremost.

As we assess the assets Michigan has to prepare, retain, and attract talent, our higher education system
rises to the top of the list. Michigan has spent decades building a world-class system of higher education,
both universities and community colleges. They are arguably the most important assets we have in
developing the concentration of talent we need to be successful in a knowledge-based economy. That is

particularly true of our major research universities.

Higher education’s importance in preparing talent for a knowledge economy is clear. But it also is one of
the most important assets—if not the most important—in retaining and attracting talent. Our universities,
particularly the research universities, are among the few enterprises in the state that attract talent from

around the world: students, faculty, and researchers.

So the single most important thing policy makers can do for the future economic success of Michigan and

its regions is to ensure the long-term success of a vibrant and agile higher education system.
Once again, Bill Gates in his NCSL remarks:

... take the two big leading industries, industries around biology and medicine, that's one, and industries
around computer technology, that's two. The job creation and the success for those industries have been
overwhelmingly in the locations where there is a great university. There's an almost perfect correlation
between the number of jobs in a region and the strength of the universities. And, that will continue,
whether it's new fields like nanotechnology, or those two fields I mentioned, on the ongoing strength that
they'll have. And so for this country, we have to have the best universities. We're in very good shape on
those. The top 30 or so in the world, we'd be over 25 of those. And, it's very impressive that although a
number of those are private universities, almost half of those would be state universities as well. So, it's a
phenomenal system. In fact, if you think of numbers, the state system turns out more world-class
graduates than the private system. So, it's incredible how that's worked. And legislators have decisions to
make about the level of investment that is made there, and really thinking through what the Jollow-on

benefits for them are in terms of not only the country, but also their state as well.

Unfortunately. after decades of building a world-class higher education system, Michigan has been under-
investing in our universities and community colleges for years. Over the past five years, state funding for
higher education has been cut by 11.5%. Policy makers have consistently ranked higher education as a

lower priority than tax cuts, K-12 education, prisons. and health care.
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To make matters worse, policy makers have combined funding cuts with Jaw-boning to get public higher
education institutions to limit tuition increases, thus restricting the two main sources of revenue needed to

insure their continued quality. .

Despite a state constitutional guarantee of autonomy, there also has been an uptick in policy makers’
interest in micro-managing public higher education institutions. A variety of state policy makers have

tried to influence admission policies, curriculum, facilities funding, personnel policies, etc.

All of this threatens the quality of arguably Michigan’s most important economic asset in a knowledge
economy. What we need from policy—and are not getting—is a commitment to insure a system of higher
education that is world-class in (1) preparing students for success in a flat world, and (2) contributing to

new knowledge creation.

We need a new approach to state support for higher education, one that will give us a better chance of
maintaining a high-quality and agile system of higher education for decades to come. We propose a new

structure for state support of higher education. It would have three components:
Institutional independence at public universities and community colleges.

Each of our public community colleges and universities has a public governing body to represent the best
interests of citizens. Beyond that, in a highly competitive industry, markets and competition are the best
way to set prices and to insure long-term quality.

This means, most important, giving public higher education institutions autonomy over:

» Setting tuition. The quality of the education and the strength of the institutions in the long term are

more important than the price of attending.

* Recruiting students. Universities should be free (in fact, encouraged) to recruit the most talented

students from anywhere on the planet.
* Programs, curriculum, and pedagogy

+ Facilities
Provide state funding to students, no matter where they come from, rather than to institutions.

With autonomy, institutions will control their revenue based on their ability to compete in the
marketplace. The state’s role should be to make higher education more affordable to students. We believe
this is a terrific—probably the best—investment for the future economic success of the state. So, the

higher proportion of tuition paid by the state, we believe the better for the state’s future. The reality is,
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given the state’s chronic structural deficit, there is almost no chance of a substantial increase in higher

education funding without a tax increase.

We recommend a single fund that would take the place of all state funding for higher education (including

merit scholarships and capital outlays) and would provide students with a voucher/foundation grant.
Moving to a system of supporting students rather than institutions raises some big policy issues:

Which students? Our preference is all students: undergraduate and graduate; in-state, national, or

international; and from all ages, right out of high school to mid-career.

Public funds would be used to help students from anywhere on the planet who can meet entrance
requirements to better afford Michigan’s higher education system. This might be the most powerful
statement we can make that we want the most talented people in the world to come here to learn and

ultimately live and work.

Which institutions? Certainly all public community colleges and universities. Our preference is also to
include, maybe at a lower rate, campus-based private universities and colleges with a preponderance of

full-time students pursuing four-year or graduate degrees.

Grants or loans? What matters most to Michigan's economic future is not where you grew up but where
you choose to live and work after college. So our preference is to make more of the state support as loans
to students, which become grants if they stay and work in Michigan for a relatively short time (3-5 years)

after college.
Provide a substantial state match for federal research JSunding.

Create a second, smaller but still substantial, pool of funds that would provide a match (goal of 20%) for
federal research funds. Universities could use funds either to provide a match to win grants or to invest in
additional research or research facilities. Matching funds should be awarded to nonprofit research

institutions that win federal research grants as well.

Research universities may be the most important assets Michigan has in creating a vibrant knowledge-
driven economy. We can’t emphasize enough, in a knowledge economy, the strategic importance of our
major research universities. Communities across the globe, recognizing the importance of research
universities, are trying to replicate what we already have here. One can make a strong case that the most
productive state and local economic growth policies over the past several decades have been public
investments in research universities in Austin, San Diego. and North Carolina's Research Triangle. The

payoff in each case has been huge.
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And yet for some reason, even though we have one of the great research universities in the world and two
others that rank in the top 100 nationally, Michigan policy makers have never viewed major research

universities as a key economic resource. This needs to change!

These universities are, in and of themselves (even if there are no spin-off jobs), major export-based

enterprises. In total, Michigan universities bring in more than $1 billion annually in federal funds and
employ thousands of knowledge workers. In addition, they are major retainers and attractors of talent
from around the world. And, although there are no guarantees, places where new knowledge is being

created have a big edge in being the places where new technologies are commercialized.
Strategic Priority 3: Build regions that are attractive places to live.

Do knowledge-based enterprises set up operations in communities with high concentrations of talent, as
Bill Gates notes, or do knowledge workers locate in metropolitan areas with a high concentration of
knowledge-based enterprises? Our guess is that it is a bit of both. So, successful metropolitan areas are
both an attractive place to live and a place of economic opportunity—which increasingly means a
concentration of knowledge-based employers, not just a job. It's a combination of both that makes a

metropolitan area attractive to talented individuals and their families.
Michigan’s metropolitan areas are having trouble offering either. Let’s first consider quality of place.

Most college-educated households, like the rest of America, live in the suburbs, including the exurbs. But
a larger proportion of the college-educated—particularly households without children—are choosing to
live in central city neighborhoods. What is different over the past decade or so is that suburban growth in
high-prosperity metropolitan areas is now accompanied by growth in their central cities. The evidence is
that the most successful regions across the country are those where both the suburbs and central cities are

prospering.

The Census Bureau reported 2004 data on the percentage of residents 25 years and older with a four-year
degree or more for all American cities with a population of 250,000 or more. Those with 40% of more (in
order): Seattle, San Francisco, Raleigh, Washington, Austin, Atlanta, Minneapolis, and Boston . Each, of
course, is part of a successful knowledge-based economy. In many of these regions the central city has a

higher proportion of four-year graduates than its suburbs.

What about our other heartland comparison central cities? Chicago. 30%; Omaha, 29%. Detroit is 68th
(out of 70) at 11%. (Grand Rapids is too small to be included in the report.)
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What seems to make central cities attractive places to live for talented individuals is that they offer
something different from the suburbs. Many vibrant central city neighborhoods are characterized by an
active street life. These neighborhoods are safe, have high densities, a mix of residential and commercial
uses, an active arts and entertainment scene, and a walkable environment. These high-activity

neighborhoods are largely, but not exclusively. located in and near downtown.

These neighborhoods are characterized by lots of young, affluent, and diverse residents on the streets at
all hours of the day, including days where there is no big event. By and large, these are not the kind of

neighborhoods that are available in Michigan today.

For many Michiganians, vibrant central cities are part of the past—no longer relevant, or just something
you visit in unique places like Manhattan, Toronto, or Chicago. Think again! They are an important
ingredient to future economic success. The pattern across the country is clear: high-prosperity

metropolitan areas have central cities with a concentration of knowledge workers.

Michigan employers who are recruiting young talent from across the country understand this. Those we
talked with for this project told us that the absence of a vibrant central city impedes their ability to attract

talent.

It is our strong belief that our metropolitan areas need to put on their priority list vibrant central city
neighborhoods. In metropolitan Detroit there are two central cities—Detroit and Ann Arbor—which have
the potential of providing these high activity neighborhoods. Given that both have a long way to go to get

to the needed scale, it would make sense for the region to put both on its priority list.

In a previous report, “Revitalizing Michigan’s Central Cities,” we laid out a framework for developing
this kind of neighborhood. The framework involves actions in three areas: being welcoming to all,
providing quality public services at a reasonable cost, and being development friendly. In addition, we
recommend that when central cities make progress on each of these items, suburban and state support

should be provided for these efforts.

(The report is available at h_ttp://michiganfuture.org/Reports/RevitalizingCities.pdf)

In addition to central cities that are attractive places for the talented to live, metropolitan areas need to
provide a quality infrastructure. Traditionally this has meant physical infrastructure such as transportation,
water, and sewer. These are still important, but it may turn out in a knowledge economy that the elements
of infrastructure that matter most are (1) advanced connections to the Internet; (2) international

airports;—both for their connections to the global economy—and (3) green infrastructure (system of open
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spaces) as a key amenity in retaining and attracting talent. Michigan starts with some real advantages in

our abundance of fresh water and a major international airport.
Strategic Priority 4: Attract export-based business investment.

The main impediment Michigan faces to the development of knowledge-based businesses is a lack of
talent—not high business taxes or overly onerous regulations. When we have adequate talent, as is the

case in the knowledge portion of the automotive industry, we attract enterprises from around the world.
Our framework for how best to attract export-based business investments:

(1) Business taxes should be easily understood and have the broadest base and lowest rate possible to

raise needed revenues.

As we have seen, Michigan is not a high-tax state in combined state and local taxes. Nor are we a
high business tax state. Emst & Young on behalf of COSTS (a business trade group made up of large
companies who do business in all 50 states) found in a thorough and, we believe, objective study of
combined 2005 state and local business taxes that Michigan business taxes are 4.3% of private sector
gross state product compared with an average of 4.8% nationally. In rank we tied for 36th. The two

high-prosperity heartland states both ranked higher than Michigan: Minnesota, 4.9%: Ilinois, 5.3%.

(The study can be found at:
http://'www.ey.com/global/download.nsf/US/Total State_and Local Business Taxes -
March_2006/$file/50_State Tax Study 03-2006.pdf)

We would prefer something like a corporate flat tax, one that would treat all enterprises—no matter
their size or sector—equally. We have been unable to find any compelling evidence on whether a
profits tax (which most states use) or gross receipts tax (which is the intended base of the Single
Business Tax) is best in spurring long-term economic growth. (The Emst & Young study looked at
the composition of business taxes by state and, once again, it is hard to find a consistent pattern

among high-prosperity states.)

In terms of special tax breaks to attract new business investments, we understand that no state is
going to unilaterally stop providing incentives. We should, however, restrict special tax breaks to
new investments by export-based businesses only. And we should support, not oppose, national

efforts to restrict a state’s ability to offer tax breaks for new investments.

(2) Regulations should be minimized so as to encourage competition and innovation. This can and

should be done without reducing worker or environmental protections.
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A good place to start: the motor vehicle industry. By far, this is the sector, today and for the
foreseeable future, where knowledge-based enterprises in Michigan are concentrated. We should be
the place where what’s next in personal transportation is constantly invented, from re-imagining
vehicles to how they are sold and serviced. Best way to get there: create a regulatory structure that is

wide open for enterprises from anywhere on the planet to come to compete and innovate.

We should stay away from trying to identify industries of the future to invest in. The vogue now
around the country and the world is for government to provide incentives for what they think are

high-growth industries of the future.

As we explored earlier, it is innovation in all export-based industries, not necessarily new industries,
that drives state and metropolitan area economies. Who can imagine a state choosing coffee retailing
or mortgage lending as sectors to invest in for future economic growth? And yet new enterprises
such as Starbucks or Quicken Loans as well as innovative long-term enterprises such as Procter &

Gamble and Stryker are drivers of regional economies just as much as the next Genetex or Google.

In addition, state investments in commercializing new technologies are high-risk investments with a
predictably high failure rate. Even the best private investors have a hard time identifying the sectors,
technologies, and enterprises that will be winners. State government, with far fewer resources to
invest and far less experience, almost assuredly will have an even lower success rate. And for the
few successes, there is no guarantee that they will be big job generators or that the enterprises will

stay in state.

A better idea: invest heavily in basic research at our universities and nonprofit research institutions
and let them drive commercialization efforts. If there is a market failure (as many believe) in the
availability of capital for commercialization in Michi gan, investment pools could be created from
university and foundation endowments and public pension funds, rather than direct government

funding.

Strategic Priority 5: Align K-12 education with a knowledge-driven economy.

It is with some trepidation that we include K-12 education on our policy agenda. We have expended so
much effort on this as a country over the past decade with so few positive results, there is no clear set of

reforms we can recommend that have a high probability of success.

Also, what seems to distinguish successful regions is their ability to retain and attract talent, not their K-
12 systems. The pattern across the country is that children from households with college-educated adults,

to a high degree, attend good K-12 schools and get four-year and advanced degrees. Those from
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households without college-educated adults attend mediocre K-12 schools, at best, and, far too many
don’t get four-year degrees. This, of course, is particularly true for Jow-income African American and

Hispanic children growing up in neighborhoods of concentrated poverty in central cities.

The chief reason to insist on a quality K-12 education system is the moral imperative to insure that all
children get a quality education. K-12 education is the principle vehicle available for all children to have a
real opportunity to achieve the American Dream. It is an invaluable, but time-limited, resource. Each day
that a child spends not receiving a first-rate education, some of the potential rewards of a quality
education are lost. And for those many children who are learning little during all of their K-12 education,

the resource is lost forever.

Ultimately what we need are K-12 schools that prepare students for the flat world, schools that give
students the best chance to take advantage of the many options that a constantly changing global economy
will provide; schools that instill in children a love of learning and that develop both academic and soft
skills.

The state has taken a major and courageous step toward aligning high school with the flat world in the
adoption of the new high school graduation requirements. We trust that the new graduation requirements

will be based on subject matter mastery, rather than prescriptive about courses and pedagogy.

As New York Times columnist David Brooks wrote in his November 13, 2005, column, getting the
standards right is not sufficient to help many students prepare for a knowledge-driven and entrepreneurial

economy:

Most people think of human capital the way economists and policy makers do—as the skills and

knowledge people need to get jobs and thrive in a modern economy. . . .

But skills and knowledge— the stuff you can measure with tests— is only the most superficial component
of human capital. U.S. education reforms have generally failed because they try to improve the skills of

Students without addressing the underlying components of human capital.

... We now spend more per capita on education than Just about any other country on earth, and the
results are mediocre. . . . The only things that work are local, human-to-human immersions that transform
the students down 1o their very beings. Extraordinary schools, which create intense cultures of
achievement, work. Extraordinary teachers, who inspire students to transform their lives, work. The

programs that work touch all the components of human capital.
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It is clear that more money is not the answer. There is not much evidence that high-spending states get
better student achievement. Michigan is still a high-spending state on K-12 education, with very high
teacher salaries and a high proportion of state and local spending devoted to K-12 education, but our

results are average in terms of academic achievement.

It also is clear that the form of governance of schools is not a magic bullet either. Despite claims by
advocates on all sides, the evidence is that in each system—district schools, public charter, parochial and

independent—there are quality schools, but many that are not.

There are no shortcuts. We are going to have to do the hard work to develop a quality flat-world K-12
system. We need to develop educators—from superintendents to classroom teachers—who are thoroughly
grounded in the realities of the flat world. And we need to give them the ability to experiment and
innovate to help all students develop a love of learning and the academic and soft skills that are required

to succeed in the flat world: to be successful rock climbers.

Two ideas on how to encourage both students and educators to align teaching and learning with the flat

world:

* Allowing 11th and 12th graders (at their choice, not the district’s) who meet academic standards to

use their foundation grant to pay tuition to enroll early in college.

* Providing incentives to create more schools, such as the International Academy in Oakland County,
where parents and students, not districts, can decide to enroll in high schools with standards ali gned
to the global economy. Ideally on a regional basis these schools would serve all students interested
in a high-academics curriculum and would be partnered with industry and higher education

institutions.
Strategic Priority 6: New leadership.

So that’s it, our new agenda for a new Michigan. We understand that it is quite ambitious: seeking a
realignment of our culture, institutions and policies. But this is one of those times when not to change is

the high-risk strategy. Communities that get aligned with the realities of a flat world will do best.

It is inconceivable to us that these big changes can happen without strong civic and business (and
ultimately political) leadership. If this project is going to avoid just sitting on the shelf, there needs to be
some group with clout that takes ownership of this agenda. It is an essential ingredient in our future

€Conomic success.
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The odds are that a new leadership structure needs to be created. Current leadership is predominantly
connected to the old, declining economy. As Crain’s Detroit Business reported in their March 20-26,
20060, issue, of the 51 most connected leaders in metropolitan Detroit, only two were in New Economy

enterprises.

Given that so much of what needs to be done is regional, new leadership should be organized on a

metropolitan area basis with the groups networked together for state action.

The most likely place to start building a new leadership is with leaders of those enterprises that are
competing nationally or, better yet, internationally for talent. They are the enterprises who care most

about our ability to prepare, retain, and attract talent.

This would include the knowledge part of our traditional manufacturing industries, primarily autos, both
domestic and international; research universities; major health care systems; life sciences industry; IT
industry; export-based financial institutions; etc. The structure should be open enough to include new

enterprises: either companies locating here for the first time or successful knowledge-based startups.

We at Michigan Future, Inc. have made a long-term commitment to this effort. We are going to work hard
at sharing our ideas with Michiganians—particularly those in leadership positions. Our initial goal is to
change the public conversation in Michigan: switching to a discussion about how we do well in the
economy of the future, rather than what we can do to save the past, or even worse, who is to blame for the
decline of the old economy. In the longer term, we will try to be a catalyst for the formation of the kind of

regional leadership structure we think is vital for our ultimate success.

We are willing to make this commitment because we know the payoff from success is huge. As scary and
difficult as this change is, the evidence is that, just as it was a century ago, if Michigan is successful in
making this transition we can become once again a place where if you are smart and willing to work hard,
most Michiganians can and will earn a good income to raise a family and pass on a better opportunity to

their children.
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